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Summary 

A striking feature of the modem U.S. economy is its growing openness — its increased integration 
with the rest of the world. The attention of tax policy makers has recently been focused on the 
growing participation ofU.S. firms in the international economy and the increased pressure that 
engagement places on the U.S. system for taxing overseas business. Is the current U.S. system for 
taxing U.S. international business the appropriate one for the modem era of globalized business 
operations, or should its basic structure be reformed? 

The current U.S. system for taxing international business is a hybrid. In part, the system is based 
on a residence principle, applying U.S. taxes on a worldwide basis to U.S. firms while granting 
foreign tax credits to alleviate double taxation. The system, however, also permits U.S. firms to 
defer foreign-source income indefinitely — a feature that approaches a territorial tax jurisdiction. 
In keeping with its mixed structure, the system produces a patchwork of economic effects that 
depend on the location of foreign investment and the circumstances of the firm. Broadly, the 
system poses a tax incentive to invest in countries with low tax rates of their own and a 
disincentive to invest in high-tax countries. In theory, U.S. investment should be skewed toward 
low-tax countries and away from high-tax locations. 

Evaluations of the current tax system vary, and so do prescriptions for reform. According to 
traditional economic analysis, world economic welfare is maximized by a system that applies the 
same tax burden to prospective (marginal) foreign and domestic investment so that taxes do not 
distort investment decisions. Such a system possesses capital export neutrality, and could be 
accomplished by worldwide taxation applied to all foreign operations along with an unlimited 
foreign tax credit. In contrast, a system that maximizes national welfare — a system possessing 
national neutrality — would impose a higher tax burden on foreign investment, thus permitting an 
overall disincentive for foreign investment. Such a system woidd impose worldwide taxation but 
would permit only a deduction, and not a credit, for foreign taxes. 

A tax system based on territorial taxation would exempt overseas business investment from U.S. 
tax. In recent years, several proponents of territorial taxation have argued that changes in the 
world economy have rendered traditional prescriptions for international taxation obsolete and 
instead prescribe territorial taxation as a means of maximizing both world and national economic 
welfare. For such a system to be neutral, however, capital would have to be completely immobile 
across locations. A case might be made that such a system is less distorting than the current 
hybrid system, but it is not clear that it is more likely to achieve policy goals than other reforms, 
including not only a movement toward worldwide taxation by ending deferral but also proposals 
to provide a minimum tax and restrict deductions for costs associated with deferred income or 
restrict deferral and foreign tax credits for tax havens. 
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Introduction 

The increasingly global scope ofU.S. business has a variety of dimensions. In trade, the overall 
level of exports plus imports has risen steadily and substantially in recent decades, increasing 
from 16% ofU.S. gross domestic product (GDP) in 1976 to 30% of GDP in 2013. Cross-border 
investment is growing even more dramatically. In 1976, the ratio ofU.S. private assets abroad to 
GDP was 0.20; by year-end 2013 the ratio was 1 .39. 1 

The bulk of the increase in outbound investment has been portfolio investment — investment in 
financial assets such as stocks and bonds without the active conduct of overseas business 
operations. But foreign direct investment by U.S. firms — actual foreign production by U.S.- 
owned companies — has increased too, rising from a ratio of 0. 12 of GDP to 0.42 of GDP between 
1976 and 2013. It is the taxation ofU.S. business operations that has been the recent focus of 
policy makers and that has raised the question of basic tax reform in the international sector: Is 
the current U.S. system for taxing U.S. international business appropriate in this age of globalized 
business operations, or is reform needed? 2 Moreover, along with the increasing scope of 
international investment activities, there is a growing opportunity for tax shelters that take 
advantage of low-tax foreign jurisdictions. How might revisions in the tax system exacerbate or 
address these tax shelter issues? 

The current U.S. system is a hybrid construct, embodying a mix of opposing jurisdictional 
principles. Not surprisingly, the mixed system — in conjunction with foreign host-country taxes — 
poses a patchwork of incentive effects for U.S. firms and their global operations, in some cases 
taxing foreign operations favorably and creating an incentive to invest abroad, and in other cases 
imposing high tax burdens and posing a disincentive to overseas investment. In still other cases, 
the system presents a rough tax neutrality toward overseas investment. It is perhaps the hybrid 
nature of the system that has led to calls for reform. Prescriptions for a “good” tax system vary, 
and the hybrid system satisfies none of them fully. 

This report describes and assesses the principal prescriptions that have been offered for broad 
reform of the international system. It begins with an overview of current law and possible 
revisions. It then sets the framework for considering economic efficiency as well as tax shelter 
activities. Finally, it reviews alternative approaches to revision in light of those issues. 



1 Data on trade, U.S. assets abroad, and foreign assets in the United States are from the website of the U.S. Department 
of Commerce, Bureau of Economic Analysis, at http://www.bea.gov. 

2 International tax reform has been of interest for many years. The current tax reform drive might be dated from 
President Bush’s executive order (E.O. 13369) establishing his advisory panel on tax reform, which cited international 
competitiveness concerns as one principal reason for considering tax reform. The panel’s final report included a 
fundamental change in the structure of the U.S. international system as part of one of its reform options. See President’s 
Advisory Panel on Federal Tax Reform, Simple, Fair, and Pro-Growth: Proposals to Fix America ’s Tax System, 
Washington, DC, November 2005. Also, beginning in 2005, Senator Ron Wyden (now chairman of the Senate Finance 
Committee) introduced the first of several tax reform bills that included important international elements (from the 
109 th Congress through the 1 12 th , S. 1927, S. 1 111, S. 3018, and S. 727). Subsequently, the President’s Bipartisan 
Fiscal Commission (informally known as the Simpson-Bowles Commission) in February 2010 proposed a general 
outline of tax reform and specified international tax revisions. See National Fiscal Commission on Fiscal Responsibility 
and Reform, The Moment of Truth, The White House, December 2010, http://www.fiscalcommission.gov/sites/ 
fiscalcommission.gOv/files/documents/TheMomentofTruthl2_l_2010.pdf. Most recently, the 2014 proposal by Ways 
and Means Committee Chairman Dave Camp, the Tax Reform Act of 2014 (H.R. 1), included a major change in the 
international corporate tax system. 
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The Current System and Possible Revisions 

The System's Structure 

There are two alternative, conceptually “pure,” principles on which countries base their tax in the 
international setting: residence and territory. Under a residence system, a country taxes its own 
residents (or domestically chartered resident corporations) on their worldwide income, regardless 
of that income’s geographic source. Under a territorial or source-based system, a country taxes 
only income that is earned within its own borders. 

In practice, no country uses a pure residence-based tax; historically, virtually all countries tax 
income foreign investors earn within their borders (although they may grant tax holidays in some 
cases as an inducement to investment). Many countries, however, have a territorial or source- 
based tax (although they may tax some foreign-source income under anti-abuse rules ). 3 The 
United States uses a system that taxes both income of foreign firms earned within its borders and 
the worldwide income of U.S. -chartered firms. 

Despite these nominal residence features, however, U.S. taxes do not apply to the foreign income 
of U.S. -owned corporations chartered abroad. As a result, a U.S. firm can indefinitely defer U.S. 
tax on its foreign income if it conducts its foreign operations through a foreign-chartered 
subsidiary corporation; U.S. taxes do not apply as long as the foreign subsidiary’s income is 
reinvested overseas. With some exceptions, U.S. taxes apply only when the income is remitted to 
the U.S. -resident parent as dividends or other intra-firm payments such as interest and royalties. 
The deferral feature reduces the effective U.S. tax burden on foreign income and imparts an 
element of territoriality to the system. It also results in a dichotomous structure for taxing 
overseas business income: deferral in the case of foreign-subsidiary income and current taxation 
in the case of branches ofU.S. chartered corporations. The bulk of active business investment by 
U.S. firms is through foreign-chartered subsidiaries . 4 



3 Of the 34 member nations of the Organization for Economic Cooperation and Development (OECD), 28 have some 
version of a territorial tax by treaty or statute. The territorial countries are Australia, Austria, Belgium, Canada, Czech 
Republic, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Iceland, Italy, Japan, Luxembourg, 
Netherlands, New Zealand, Norway, Poland, Portugal, Slovakia, Slovenia, Spain, Sweden, Switzerland, Turkey, and 
the United Kingdom. Many countries that have some version of a territorial tax restrict their exemption of foreign- 
source income in some way. For example, Poland and Greece apply territorial treatment only to subsidiaries in the 
European Union. The following countries taxed foreign-source income and rely on foreign tax credits to relieve double 
taxation: Chile, Ireland, Israel, Korea, Mexico, and the United States. Many countries that have some version of a 
territorial tax restrict their exemption of foreign-source income in some way. See PriceWaterhouseCoopers, Evolution 
of Territorial Tax Systems in the OECD, at http://www.techceocouncil.org/clientuploads/reports/ 
Report%20on%20Territorial%20Tax%20Systems_20 130402b.pdf. In a list of the territorial and worldwide tax systems 
of the 50 largest economies, 20 had worldwide systems, 26 had territorial systems, and 4 were unspecified. Of large 
countries outside the OECD, China, Brazil, and India had worldwide systems and Russia had a territorial system. This 
source lists Poland as a worldwide system and Israel as a territorial one. See Ernst and Young, Corporate Income tax 
(CIT) rates Corporate Income Tax (CIT) Rates: Largest 50 “Economies” or “Jurisdictions” by GDP, Sorted by Tax 
Rate, http://www.ey.com/GL/en/Services/Tax/Tax-policy-and-controversy/TPC-Briefmg — Corporate- income-tax — 
CIT — rates. 

4 According to Internal Revenue Service (IRS) data for 2010, before-tax earnings and profits of foreign subsidiaries 
were $818 billion whereas branch gross income was $150 billion. The data are posted on the IRS website at 
http://www.irs.gov/uac/SOI-Tax-Stats-Corporate-Foreign-Tax-Credit-Statistics. 
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Along with deferral, another basic feature of the U.S. system is the foreign tax credit. The United 
States taxes worldwide income on either a current or deferred basis, but it also allows credits for 
foreign taxes paid on a dollar-for-dollar basis against U.S. taxes otherwise owed. 5 This treatment 
avoids the double taxation that would otherwise apply and concedes the first right of taxation to 
the country of source. In effect, the United States gives the foreign host country the first 
opportunity to tax the income and collects only what tax is left (up to its own rate) after the 
foreign host country collects its share. 

When the foreign tax is higher than the U.S. tax, the credit is limited to the U.S. tax that would be 
due on the foreign income. The purpose of the limit is to protect the U.S. domestic tax base — 
without it, foreign countries could impose very high taxes without discouraging inbound U.S. 
investment because the cost of the higher taxes would be shifted to the U.S. Treasury. With the 
limitation, if foreign taxes exceed the U.S. tax that would be due, the excess foreign taxes cannot 
be credited. Foreign tax credits that exceed this limitation are termed excess credits. Currently, 
foreign tax credits are allowed on what is sometimes termed an overall basis, so that income and 
tax credits from all countries are combined. This treatment allows for cross-crediting, in which 
credits paid in excess ofU.S. tax in one country may be used to offset U.S. tax in a country in 
which the foreign tax is lower than the U.S. tax. To prevent abuse, tax credits are divided into 
baskets that separate passive income easily shifted to low-tax countries. Currently, two baskets 
exist, one for active income and one for passive income. More than half of foreign-source active 
business income is earned by firms with overall excess credits. 6 

Cross-crediting can also occur across types of income. For example, royalties are subject to 
current U.S. taxes and are generally deductible by firms in foreign jurisdictions, but they are 
considered foreign-source income. As a result, they are shielded from tax in many cases by excess 
credits. 

To address tax avoidance by shifting passive income into low-tax jurisdictions, Subpart F restricts 
the applicability of deferral in some situations. Subpart F provides that U.S. stockholders (e.g., 
parent firms) of foreign corporations are subject to current U.S. tax on certain types of subsidiary 
income, whether or not the income is repatriated. Only stockholders owning at least 1 0% of 
subsidiary stock and only subsidiaries that are at least 50% owned by 10% U.S. stockholders are 
subject to Subpart F. Countries that have territorial tax systems generally also have some type of 
anti-abuse provision to protect their tax bases. 

Tax deferral results in heightened importance for the system’s rules for dividing income between 
related firms; the more income a firm can assign, for tax purposes, to a foreign subsidiary in a 
low-tax country, the lower its overall tax burden. The current system generally requires firms to 
set hypothetical transfer prices, which are required to approximate the prices two firms would 



5 U.S. parent firms are permitted to claim foreign tax credits for foreign taxes paid by their foreign-chartered 
subsidiaries. Such indirect credits can be claimed by the parent when the foreign-source income is remitted as 
dividends. 

6 Jennifer Gravelle reports 62% of income in 2008 was earned by firms with excess credits in at least one basket. See 
“Who Will Benefit from a Territorial Tax: Characteristics of Multinational Firms,” NTA Proceedings from the 105 th 
Annual Conference in Providence, RI, 2012, http://www.ntanet.org/images/stories/pdf/proceedings/12/15_gravelle.pdf. 
Similar shares were found in the past. See Rosanne Altshuler and Harry Grubert, ‘Corporate Taxes in the World 
Economy: Reforming the Taxation of Cross-Border Income,” in Fundamental Tax Reform: Issues, Choices and 
Implications, Ed. John W. Diamond and George R. Zodrow (Cambridge, MA: The MIT Press, 2008). 
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agree on if they conducted their transactions at arm’s length. The system is complex and difficult 
to administer. 

The foreign tax credit’s limitation also places pressure on the system’s rules for determining the 
source of income ( sourcing rules). Because firms can only credit foreign taxes against the portion 
of taxable income attributable to foreign sources, taxpayers must assign both revenue and costs to 
either domestic or foreign sources. Although the tax code contains rules for making such 
allocations, they are likewise complex and difficult to administer. 

In sum, the United States taxes its resident corporations on their worldwide income but permits 
indefinite deferral of active business income earned through foreign subsidiaries. Where U.S. 
taxes apply, foreign tax credits alleviate double taxation but are limited to offsetting U.S. tax on 
foreign income. Subpart F is designed to deny deferral to what is generally passive income. 



Possible Revisions 

Because the current U.S. tax system is a mix of a worldwide system and a territorial system, the 
fundamental tax reform issue is whether moving toward either pure system — a territorial or 
worldwide residence-based regime — would be an improvement. Moving toward a territorial 
system would involve permanently exempting most foreign-source active business income. (Most 
territorial proposals, however, would continue taxing passive income, as under current law’s 
Subpart F.) Moving toward a worldwide tax would eliminate the deferral benefit and might also 
entail further restricting cross-crediting by increasing the number of baskets for the foreign tax 
credit limit. Some revisions that maintain the current system but tighten the rules for deductions 
include proposals to disallow certain deductions of the parent company (such as interest) that 
reflect the share of income that is deferred. 

The report defers discussion of the precise changes fundamental reform would entail. First, 
however, it explains the tools economists have developed for evaluating the various international 
tax systems. 



Neutrality, Efficiency, and Competitiveness 

The term competitiveness has often been invoked in the debate about U.S. policy in a global 
economy, including discussions ofU.S. tax policy . 7 In economic analysis, however, it is not 
countries that are competitive; it is companies that are. A company generally thinks of itself as 
competitive if it can produce at the same cost as, or a lower cost than, other firms. But a country’s 
firms cannot be competitive in all areas. Indeed, even if firms in a country are more productive 
than firms in all other countries in every respect, a country would still tend to produce those 
goods in which its relative advantage is greatest. The other countries need to produce goods with 
their resources as well. This notion is called comparative advantage, and it is an important 
concept in economic theory . 8 



7 For a more detailed discussion of this concept see CRS Report RS22445, Taxes and International Competitiveness, by 
Donald J. Marples. See also Jane G. Gravelle, "Does the Concept of Competitiveness Have Meaning in Formulating 
Corporate Tax Policy?” Tax Law Review, vol. 65, no. 3, 2012, p. 323-348. 

8 Comparative advantage is not a technical or unfamiliar concept; it is a common, everyday occurrence. A lawyer may 
(continued...) 



Congressional Research Service 



4 



Reform ofU.S. International Taxation: Alternatives 



When discussing national policy, including tax policy and its effect on the international allocation 
of capital, the issues are generally framed around questions of efficiency, neutrality, and optimal 
policies rather than notions of competitiveness. These terms can mean the same thing, or they can 
be slightly different. Neutrality generally refers to provisions that do not alter the allocation of 
investment from that which would occur without taxes. When markets are operating efficiently, a 
neutral tax policy will also be an efficient policy because it will maintain the efficient allocation 
that would occur without taxes. Moreover, even when the market is imperfect, neutrality may still 
be the policy most likely to be efficient, given the difficulty in identifying and measuring market 
imperfections. 

Optimal policy differs from efficiency in that it usually refers to a particular agent or actor 
choosing a policy that maximizes his or her own welfare. A country can also choose a policy that 
leads to the greatest welfare for its own citizens, even if that policy distorts the allocation of 
capital (is not neutral) and leads to less efficient worldwide production. The optimal policy from 
the perspective of a country, in other words, may not be the most efficient in terms of the 
worldwide allocation of capital, and it may not be the optimal policy from the perspective of 
world economic welfare. 

Economists have traditionally used three concepts to evaluate tax rules that apply to outbound 
investment. These concepts are referred to as neutrality concepts, although, as shown below, they 
are not always neutral in the sense of not distorting the allocation of investment. The concepts are 
capital export neutrality, capital import neutrality, and national neutrality. To evaluate the 
consequences of any multinational tax reform, it is crucial to understand these concepts, whether 
they are valid, and what they imply for policy. The concepts were developed when virtually all 
foreign investment took place as direct investment of multinational companies; virtually no 
foreign portfolio investment (ownership of foreign stock by U.S. citizens) existed. The growth in 
this portfolio investment has led to a new neutrality concept, referred to as capital ownership 
neutrality. These traditional and new concepts are addressed in turn. 



Understanding Capital Export Neutrality, Capital Import 
Neutrality, and National Neutrality 

Capital export neutrality requires a country to apply the same tax rate to its firms’ investments, 
regardless of where they are located, and is embodied in a residence-based tax system. Capital 
import neutrality requires the same tax on firms with different nationalities that invest in a given 
location and is embodied in a territorial or source-based tax. National neutrality requires that the 
nation’s total return on investment, including both that nation’s taxes and its firms’ profits, is 
equal in each jurisdiction, foreign and domestic. This form of neutrality is obtained by taxing 
foreign-source income and allowing a deduction for foreign taxes. 

Some of these neutrality rules may also be rules for optimization. National neutrality is often 
described as optimal, but that outcome is only the case with perfectly mobile capital and no 



(...continued) 

be able to do his or her paralegal employee’s work more efficiently, but that activity is not the best use of his or her 
time. A lawyer has an absolute advantage in both law practice and paralegal work but a comparative advantage in 
practicing law. 
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retaliation by foreign countries. There is also an optimizing rule for choosing the tax rate on 
inbound investment, which depends on how responsive that investment inflow is to the return. 

Evaluating policy, discussed subsequently, is complicated because although some countries have 
territorial or source-based taxes, no country imposes a pure residence-based tax. Worldwide 
taxation as practiced in the United States and other countries has some attributes of a residence- 
based tax, but it is a mixture of residence- and source-based tax. Tax is imposed on foreign firms 
operating within the United States, a source-based attribute. On outbound investment, the 
application of tax to repatriated income creates some resemblance to residence tax, but the 
foreign tax credit limitations cause it to depart from such a tax, and deferral provisions introduce 
an element of a source-based tax. 

Because these concepts are so frequently misunderstood, it is useful to employ a simple 
illustrative example to explain them with the pure tax systems that are consistent with capital 
export neutrality and capital import neutrality. In these simple systems, national neutrality is the 
same as capital export neutrality. Its nuances will be discussed in the following section, in which 
more realistic tax systems are discussed. In this instance, it may be helpful to demonstrate the 
difference between residence-based and source-based taxes in achieving economic neutrality. 

Consider a world beginning with no taxes and assume that capital is perfectly substitutable across 
countries, implying that a firm will earn the same after-tax return in each location. The return is 
10%. There are three countries: a high-tax country that imposes a 50% tax rate, a low-tax country 
that imposes a 25% tax rate, and a zero-tax country. All investment is made through the 
companies’ direct operations, so there is no substitution of capital across firms and the capital 
owned by each country is fixed. The high- and low-tax countries have capital that can be used to 
invest in their own country or in the other two countries. To simplify, the zero-tax country is 
assumed to have only labor and no capital. 

Table 1 shows the return to firms in the absence of any tax and with the two tax systems in place 
but before investment has shifted (which would alter the pretax return). Residence taxation, 
which produces capital export neutrality, has no effect on the allocation of investment by either 
country’s firms because each firm still earns the same return in each location. Source-based 
taxation, however, will result in higher returns in the zero- and, to a lesser extent, low-tax 
countries. As a result, capital will flow out of the high-tax country, raising its return and lowering 
the wages of the workers in that country, and into the zero-tax country, lowering its return and 
raising the wages of the workers in that country. The effect on the low-tax country depends on the 
size of that country and its labor force relative to the rest of the world. In addition to the effects 
on the return to capital and wages, output is produced inefficiently, which reduces world welfare. 
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Table I. Illustration of the Effects of Residence- and Source-Based Taxation 



Return by Location of Investment (%) 



High-Tax Low-Tax Zero-Tax 

Nationality of Firm Country Country Country 



No Taxes 



High-Tax Country 


10% 


10% 


10% 


Low-Tax Country 


10% 


10% 


10% 


Residence Tax 


High-Tax Country 


5% 


5% 


5% 


Low-Tax Country 


7.5% 


7.5% 


7.5% 


Source-Based (Territorial) Tax 


High-Tax Country 


5% 


7.5% 


10% 


Low-Tax Country 


5% 


7.5% 


10% 



Source: Compiled by the Congressional Research Service. 

Note: The high-tax country has a 50% tax rate, whereas the low-tax country has a 25% tax rate. 



Table 1 can also be used to show that the residence-based system is consistent with national 
neutrality but the source-based system is not. For the high-tax country, in each location it earns 
5% in tax revenue and 5% in profits (for a total of 10%). Thus, the total return to the nation is 
equated in each jurisdiction. The same is true of the low -tax country, although the total return is 
split into 2.5% taxes and 7.5% profits. The source-based system does not meet that standard. 

Even before investment shifts, the high-tax country, while earning 10% domestically and in the 
zero-tax country, is earning only 7.5% in the low-tax country, because that country’s government 
is collecting the tax. The same is true of the low-tax country with respect to investment taxed by 
the high-tax country. 

National neutrality departs from capital export neutrality in the more complex, real-world 
circumstances. It, in fact, requires that foreign-source income be taxed and that any taxes imposed 
by the country of location be deducted (rather than the current rule of some countries, including 
the United States, that allow taxes to be credited). If foreign countries impose taxes, national 
neutrality does not lead to worldwide neutrality because foreign investment is discouraged in 
countries that impose taxes. 

National neutrality is really about optimal policy, which maximizes the welfare of the country’s 
residents. It is an optimal policy if all capital is perfectly mobile; if not, it is actually optimal for a 
country to impose even more tax on outbound investment than is suggested by the neutrality 
standard. 

In sum, according to these long-standing measures of neutrality and efficiency, capital export 
neutrality is appropriate for maximizing world output, national neutrality is appropriate for 
maximizing a nation’s welfare, and capital import “neutrality” is not neutral at all. 
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